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THE STRATEGY OF DIRECT CONTROL IN 
ECONOMIC MOBILIZATION 


J. K. Galbraith 


I 


T has become evident, from the discussions 

of the last few months, that the major un- 
resolved question of mobilization policy in the 
United States is the role that should be assigned 
to direct price and wage controls. The disagree- 
ment holds, especially, for conditions of con- 
siderable but still limited mobilization. Given 
expenditures on the scale of those being made 
prior to the Korean War — expenditures, it 
will be wise to recall, that were more modest 
in their achievement than in their volume — 
there was effective agreement that direct con- 
trols were unnecessary. For full mobilization, 
a loose euphemism for what a country does if it 
has a full-scale war on its hands, there is some- 
thing close to agreement that comprehensive 
controls over prices and wages are necessary or 
at any rate inevitable. But in mid-December, as 
this is written, plans are still being based on an 
intermediate situation. The transfer of re- 
sources to military use that is now in prospect 
promises to enforce an actual and perhaps a 
substantial reduction in civilian consumption. 
But it is not assumed that this will proceed to 
the point where, if the maximizing of military 
potential were the only criterion, the reduction 
in civilian living standards would have to stop. 

In this situation — as the President indicated 
in his speech announcing the declaration of a 
state of emergency — the decision has been 
taken to invoke direct controls. It would not 
appear, however, that this decision is based on 
an agreed or even a clear view of the role of 
these controls in the strategy of defense against 
inflation. This becomes evident from even a 
brief review of the discussion of recent months. 


Il 


In part this discussion has proceeded — as it 
has in earlier periods of crisis — from the death- 
less hope that it might be possible to have 
effective mobilization without any of its incon- 
veniences. Since price control in World War 
II was a notably inconvenient affair, it follows 


[12] 


that the case for avoiding it is especially strong. 
While businessmen and politicians have been 
most strongly disposed toward this syllogism, 
one senses a certain parallel in the discussion 
of some professional economists. Instead of 
examining these controls for their utility or dis- 
utility in preventing inflation or facilitating 
mobilization, they have shown a disposition 
to dismiss them as something uniquely evil in 
themselves.! It is perhaps well that we occa- 
sionally remind ourselves that one reason that 
the vagaries and discomforts of controls were so 
evident in the last war was that, during the war 
itself, inflation was not so evident. The mem- 
ories of the casualties and discomforts of a suc- 
cessful campaign should not be allowed to 
disguise the fact that defeat might have been 
worse. 

There have also been two clear defects in the 
technical and hence reasonably non-theological 
discussion of this subject in recent months. 
The first has been an exaggerated and over- 
simplified insistence on the allocative function 
of prices and the consequences of its suspension 
by controls.? That one cannot have control and 
a normally functioning price system is obvious. 
It does not follow that this is fatal. Resources 
will continue to flow in the previous channels; 
if the pre-control allocation was satisfactory, it 
will remain so for an indefinite period. Under 
conditions of partial mobilization, this period 
may well be considerable for, while price move- 
ments are necessary to determine the content 


1T sense this in the rather summary dismissal of the 
issue of direct controls in the interesting and important 
recommendations of six of my colleagues in the January 
1951 issue of the Harvard Business Review (“Tax Program 
for Sustained Mobilization” by J. Keith Butters, William 
Fellner, John Lintner, Dan Throop Smith, Arthur Smithies, 
and Stanley S. Surrey). This article was written before the 
heavy reverses in Korea in late November. 

2For example, Professor Bernard F. Haley’s comment 
at the meeting of the American Economic Association in 
1949: “. . . the imposition of price ceilings on products em- 
ployed both in the military and civilian sectors would de- 
stroy, partly or wholly, the usefulness of the price system 
as a mechanism for the allocation of that part of these par- 
ticular resources that would remain for the civilian sector.” 
(See Papers and Proceedings, May 1950, p. 204.) 
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of an expanding consumption, they are not so 
necessary for a static or contracting one. Mean- 
while it must be kept in mind that the tasks of 
allocation to defense uses will have been re- 
moved from the price system. In any case, 
against the danger of reduced allocative effi- 
ciency as a result of price control must be set 
the precisely similar danger resulting from in- 
flation. The latter, it must be kept in mind, can 
be very great — indeed inflation places a pre- 
mium on the withholding of storable resources 
from employment entirely. 

A second and more serious defect of the re- 
cent discussion has been the highly fashionable 
tendency to identify direct controls with sup- 
pressed inflation and to equate the latter with 
open inflation.? This can only be the result of 
a major misapprehension of the dynamics of 
inflation. 

Undoubtedly there are serious dangers in a 
long-continued effort to minimize by wage 
and price control the price effects of an excess 
of aggregate demand. It can lead to the 
atrophy of incentives and, even in the face of 
allocation machinery of considerable strength, 
to a serious misuse of resources. In both Eng- 
land and Germany these difficulties were appar- 
ent after the war and became increasingly so 
as the social and legal compulsions on indi- 
vidual behavior were relaxed and the wartime 
allocation machinery was dismantled. Sup- 
pressed inflation of long duration is certainly 
something to worry about. 

However, having developed a sophisticated 
awareness of the dangers of suppressed infla- 
tion, we should not allow our satisfaction with 
this insight to carry us on into new error. 
Suppressed inflation has far less potential for 
danger or disaster than open inflation. This is 
because it excludes the basic accelerant of the 
inflationary process. The controls that sup- 
press the inflation prevent the interaction of 
prices upon wages and the accompanying ex- 
pansion of income. Under suppressed as dis- 
tinct from open inflation, the extent of the pos- 


* This position is implied in the above-mentioned pro- 
gram of the six Harvard economists. It is explicit in the 
recent policy statement of the Committee for Economic 
Development (“Paying for Defense,” November 16, 1950) 
which offers a mutually exclusive choice between a strong 
fiscal policy without controls and suppressed inflation with 
controls. 


sible inflationary danger is much circumscribed. 

In the inflationary process the interaction 
of wages and prices is critical — it is far more 
important than the budget deficit. It is to be 
recalled that the inflation years of 1947 and 
1948 were years of sizable budget surpluses. 
The upward thrust in prices which an excess of 
demand resulting from a budget deficit will 
produce at full employment would be self- 
limiting or equilibrating were there no further 
interaction of prices and wages. In modern 
labor and product markets, however, the in- 
itial thrust leads to wage demands, to an ex- 
pansion of wage income, and to still further 
pressure on the given supplies in the product 
markets. The result is still further price in- 
creases where these have not already occurred 
simultaneously with the wage increases.* For 
the process to continue without limit, a budget 
deficit is probably necessary — among other 
things it makes the government dependent on 
bank and central bank borrowing and thus 
precludes steps to check the facilitating ex- 
pansion in the money supply. But the role of 
the deficit is more catalytic than cafyal; its 
size bears no fixed relationship to the magni- 
tude of the inflationary movement. It is pos- 
sible for a small deficit to facilitate large suc- 
cessive increases in wages and prices and large 
sustaining increases in income. 

If prices and wages are controlled, and if 
the control is effective, then the interaction of 
prices and wages cannot act as an accelerant 
to the inflationary process. Should aggregate 
demand exceed supply, the resulting inflation of 
demand will be related in magnitude to that 
increment in demand. If the cause of the in- 
creased demand is a budget deficit, the inflation 
will be greater or less as the deficit increases 
or decreases. In all cases the effect will be far 
smaller than if it had led on to an interacting 
wage and price movement. 

Herein lies the difference in inflationary dan- 
gers when there are no controls and when 
controls are in effect — the difference between 
open and suppressed inflation. The first can 
have a powerful dynamic effect of its own; the 
rate and extent of the movement need bear no 


“It is evident that where there is any substantial measure 
of monopoly power price increases are made simultaneously 
with wage increases. 
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relation to the initiating excess of demand. The 
effect of the second is limited to that of the 
current excess of demand. In lay terms open 
inflation can run away, suppressed inflation 
cannot. 


Il 


It follows from the above that direct con- 
trols provide, in any given situation, the maxi- 
mum of security against inflation. Fiscal meas- 
ures, whatever their offsetting advantages, 
involve some measure of risk. This would 
be true in any case. Under present and pro- 
spective circumstances, fiscal measures must 
function in a definitely unfavorable atmosphere 
which is worth some scrutiny. 

The effectiveness of fiscal measures for pre- 
venting inflation, or alternatively the risk of 
inflation in confining action to fiscal measures, 
will depend on three factors as follows: 

(1) The success achieved in limiting cur- 
rent demand to the supply of goods currently 
available for civilians or, alternatively, the ex- 
tent to which the current volume of private 
investment and public expenditure is accom- 
modated by the current volume of saving and 
taxation; 

(2) The impact of mobilization require- 
ments on specific segments of the price struc- 
ture and particularly on living costs; 

(3) The extent to which wage and certain 
other income receivers will tolerate reduction 
in real income as a result of price increases. 

Conditions under at least two of the fore- 
going three heads, as far as they can be fore- 
seen, do not favor fiscal measures. Any judg- 
ment under the first point — the prospect for 
ageregative balance in supply and demand — 
turns on three magnitudes, all of which are un- 
known. The first is the rate of buildup and 
ultimate size of arms expenditure, the second is 
the capacity of the community to pay taxes, 
and the third is the proportion of that capacity 
which is, in fact, exploited. Of the rate of in- 
crease in arms expenditure, and ultimate scale, 
no useful estimates can yet be made. For safety, 
however, we must assume that they will be large. 
There cannot be the slightest doubt that the 
capacity of the United States to bear taxation 
is much in excess of anything that has been 


experienced in the past. Nearly all of what is 
believed to be true about the limits on the yields 
of present personal income and corporation 
taxes derives from special and often specious 
pleading as to the effect on incentives. There 
are other taxes — most importantly the British 
model purchase tax, perhaps the most signifi- 
cant fiscal innovation of the past decade — 
which we are not employing and which, if any- 
thing, must be supposed to strengthen incen- 
tives. There is nearly complete agreement that 
the course of sound policy in the months or 
years ahead consists in maximizing tax reve- 
nues. However, not many would now predict 
that these will match the expenditures.? 

Next there is the possibility that a particular 
disequilibrium, especially for some important 
cost of living commodity, will upset wage-price 
relationships. Thus during World War II there 
was strong pressure on the available supply of 
housing from an extensively displaced popula- 
tion with a high income elasticity for house- 
room. An uncontrolled increase in rents re- 
sulting from this situation might well have set 
wages acting on prices in reciprocal upward 
thrusts even in the absence of any general sur- 
plus of demand. Under any circumstances, such 
specific disequilibria would greatly reinforce 
the effects of general pressure of demand on 
prices. 

It may be that this danger is not great. In 
the event of actual hostilities, the United States 
would almost certainly lose contact with some 
of its sources of supply and it would have to 
help meet the demands of other countries for 


>A balance of tax revenues and expenditures does not 
mean that aggregate demand will be in balance with supply. 
The latter requires that the current aggregate of taxation 
and voluntary saving be equal to the total private invest- 
ment plus public expenditures. There can be little doubt 
that the prospect for voluntary saving is far less favorable 
than it was during World War II. The impatient men who 
accepted with equanimity or even advocated the course 
of action leading to the large advance in prices after the 
end of the last war bear the responsibility for having re- 
neged on an unequivocal assurance to the American people 
—an assurance that their wartime savings were a sound 
investment which would be protected. It is a gross insult 
to the intelligence of the American people to suppose that 
this breach of faith went unmarked. As monarchs once 
learned that failure to pay their armies had a deleterious 
effect on future recruiting, so we shall find, and equally to 
our sorrow, that the failure after World War II to keep 
faith with the owner of E Bonds will have a damaging 
effect on savings in the years of crisis ahead. 
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food, clothing, and other civilian goods. But as 
long as rearmament and not war is the assump- 
tion, these shifts, with their potentially heavy 
effect on prices, are not a danger. Passing over 
the possibility of a serious crop failure, and 
the special case of rents which will surely be 
subject to special controls, there seem to be 
no present grounds for forecasting specific dis- 
equilibria of a damaging sort. 

The prospective relationship of wages to 
prices is decidedly unfavorable to fiscal meas- 
ures. It is not that labor will be more stubborn 
than hitherto in its determination to defend its 
living standards. Rather, in the situation we 
now face, there is little prospect that manage- 
ment will oppose wage increases and not much 
reason why it should do so. Conditions are 
much changed, in this respect, since World War 
II. Then management was fresh from the 
bitter organization battles of the latter thirties. 
These had reinforced the ancient suspicion 
that organized labor was usually wrong, its 
demands generally inimical to the welfare both 
of business and society. This attitude was not 
favorable to automatic or easy concessions to 
labor even when there was no short-run justi- 
fication for resistance. Equally important, the 
end of the war was foreseen. Then, it was 
agreed, there would be a day of reckoning for 
the industry or firm which had allowed wage in- 
creases and adjustments to raise its breakeven 
point to what might prove to be a dangerous 
level. 

None of these restraints will operate in the 
period ahead. In contrast with the bitterness 
and bellicosity of the industrial relations of a 
mere ten years ago, the modern accent is on 
mellowness in collective bargaining. The em- 
ployer who cannot get along with his union has 
become hopelessly déclassé. He is tactfully 
but firmly excluded from the list of after- 
luncheon speakers; he must himself listen to 
that modern hero, the man who has negotiated 
twenty contracts but never had a strike. Now 
there is no vision (or spectre) of an early V-J 
Day which will leave wages and breakeven 
points high in the face of dwindling volume. 
On the contrary, a business community which 
bases its economic judgments of the future on 
what it has most recently experienced, will as- 
sume that the present period of crisis will end, 


as did the last, in inflation. It will not be sup- 
posed that the wage levels that are established 
in the interim will prove embarrassing. 

Under all these circumstances it will be the 
general policy of management to accede 
promptly and fully to labor demands and to re- 
coup on prices. No other course is plausible 
or possibly even rational. The President of the 
United States Steel Corporation showed the 
shape of things to come when, last November, 
he volunteered a wage increase to the union 
as long as it conformed to the general pattern 
of the fifth round. He went on to assert that 
the “half cent” inflation which would result 
was a small price to pay for “uninterrupted and 
expanded”’ production. 


IV 


All this means that if we are to be reasonably 
Secure against long-continued and increasingly 
rapid inflation — and I shall not pause to argue 
the very great issues in simple equity, effective 
government, and conservation of democratic 
values which depend on our avoiding this dan- 
ger — we cannot exclude from use any weapon 
that is necessary for the defense. It is clearly 
essential for this defense that the wage-price 
cycle be nailed down. Since this can be securely 
accomplished only by direct controls, it would 
be reckless to decide in advance that these con- 
trols should not be used. 

On the other hand, once the possibility of 
using direct controls is faced, it becomes pos- 
sible, by designing them around the specific 
task for which they are needed, to reduce con- 
siderably the administrative costs, inconven- 
iences, and dangers in their employment. This 
requires, first, that they be viewed as an ad- 
junct to the over-all process of inflation control 
and not as the control itself. Second, they must 
be viewed as a device primarily for halting the 
wage-price cycle; and initially at least they 
must be planned and administered primarily to 
this end. 

By viewing the direct controls as an adjunct 
to inflation control, rather than as the control, 
we shall avoid the error of regarding them as 
substitutes for fiscal measures. They will be 
given the function of preventing the interaction 
of wages on prices and the resulting expansion 
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of incomes; to fiscal policy will remain the task 
of keeping aggregate demand reasonably re- 
lated to supply. Both are necessary. 

When the strategy of inflation control is 
viewed in this way, suppressed inflation is no 
longer the alternative to open inflation. In an 
ideal model of inflation control, direct controls 
prevent the reciprocal action of prices on wages; 
a rigorous drying up of redundant demand pre- 
serves some role to price movements in clearing 
markets. And (still ideally) it maintains stabil- 
ity in those markets, as for agriculture, where 
there are no pattern-setting wage movements 
and where prices move in response to demand 
changes, not as a result of cost changes. Al- 
though this is a model of fiscal perfection, it is 
important that redundant demand be held to a 
minimum, especially if the mobilization de- 
mands are to continue over a long period. 
Otherwise, excess demand will expend itself in 
the uncontrolled or uncontrollable sectors of 
the economy, with the effect of drawing re- 
sources to the least urgent uses. This danger is 
increased by the fact that the mobilization is 
limited.6 Then the expansion of resource use 
in entertainment, travel, gambling, and other 
likely outlets for demand will not be prevented 
by the measures that might be invoked with 
full mobilization. 

When direct controls are viewed in relation 
to their most important function, that of pre- 
venting the wage-price cycle, the answers to 
the principal questions of policy concerning 
their use are evident. There is no justification 
for selective or industry-by-industry price fix- 
ing which is widely considered the logical first 
step in developing a price control system. Con- 
trols are not necessarily invoked first in the 
industries or for the products where the largest 
price increases have occurred. The control 
strategy, in the first instance, is directed en- 
tirely toward achieving wage-price stability. 

In specific terms this means that the first 
step in developing a system of direct controls 
for a period of partial mobilization is to institute 
control — stabilization might be a semantically 

®It is more to be avoided in this situation than under 
conditions of full mobilization with the full panoply of 
controls. As I have elsewhere argued (“The Disequilibrium 
System,” American Economic Review, June 1947) it should 


be accepted as inevitable and even desirable under the latter 
circumstances. 


sounder term—djin those industries where a 
large proportion of the workers are covered by 
collective bargaining contracts, where there 
is a close relation between price and wage 
movements, and where individual firms have 
general authority over their prices. It happens 
that it is in these industries that the pattern of 
wage (and to a lesser extent of price) move- 
ments is set. This is a combination of circum- 
stances most favorable to stabilization action; 
the stabilization authority is, in effect, checking 
movements in prices and wages that are already 
subject to a measure of central determination. 

The actual delineation of the particular sec- 
tor of the economy which this policy would 
place under initial control involves decisions of 
obvious difficulty. The criterion is that wage 
levels are determined by collective bargaining, 
or its equivalent, and on the product side there 
is administrative pricing. The applicability of 
the action to steel, motors, electrical goods, oil 
refining, the chemical industry and transport 
is clear. It is equally clear that it is inapplicable 
to agriculture where no wage pattern is set and 
where demand is the controlling influence on 
price. I am not disposed to minimize the dif- 
ficulties of decisions on industries between these 
two extremes. Price control, however, is replete 
with difficult decisions. 

The action here contemplated on prices would 
take the form of a series of general orders 
prohibiting price increases in broad industrial 
categories. It would be complemented by paral- 
lel action to stabilize wages. In the initial stages 
it is far more important that the foregoing 
control system be general in its applicability 
than that it be rigorous. The strategy in de- 
veloping this control should be to move from 
the loose to the (as necessary) rigorous, rather 
than from the specific to the general." The 
essential step is to prevent the gross move- 
ments in wages and prices that have character- 
ized the various “rounds” since World War IT. 


7™The action must be subject to the force of law. Al- 
though experience with voluntary controls has rarely been 
favorable for any serious purpose, faith in them never 
falters. They fail simply because the man who disbelieves 
in the action, or finds it unduly inconvenient by his stand- 
ards, can violate with impunity. Administrators who ac- 
cept the assurances that “voluntary” methods will suffice 
should bear in mind that it is they and the public, not the 
recusant volunteers, who are always left holding the bag. 
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It would not be inconsistent with this goal to 
allow considerable latitude for adjustments in 
the wage structure as distinct from general in- 
creases in rates, at least in the first instance. 
Similarly, firms might be accorded the right to 
make some price adjustments within the limits 
of average realization at the time of the control. 

This is the first step — to place general con- 
trols on the pattern-setting part of the economy. 
The further steps would depend on need — 
particularly on the efficacy of fiscal action. 
Thus stabilization in the pattern-setting econ- 
omy will not have much effect on food and 
clothing prices. While processors’ and packers’ 
margins should be subject to the general stabi- 
lization, food and clothing prices are determined 
in competitive markets and, as noted, are not 
within reach of these controls. Ideally, the 
effect of fiscal policy would be to keep expendi- 
tures in these areas in line with current supply. 
This might, conceivably, be possible under 
favorable conditions although it would almost 
certainly require that labor have in the back- 
ground the reassurance of an escalator clause. 

A stronger policy, in face of stronger infla- 
tionary pressures, would require price-fixing 
for cost-of-living commodities. This, under 
conditions we appear to face, would seem to me 
probable. Such action will almost certainly be 
necessary for competitively produced materials. 
Also, where an easy policy for an easy situation 


might elide the whole question of retail price 
control, or content itself with limitations on 
gross margins, a stronger policy would proceed 
as necessary toward specific fixing of margins. 
The question is not whether we do or do not 
have controls. Rather, beginning along the 
lines indicated, it is one of having as little or as 
much control as is needed to prevent inflation. 


Vv 


Except in the unlikely event that Peace de- 
scends upon the world, and the even more un- 
likely event that she is recognized when she 
comes, it seems probable that either inflation 
or controls are part of our future. Those who 
still assert that we shall have neither — that 
we can and will have a tax policy that will in- 
sure reasonable stability — should be warned 
that this is an area where developments contra- 
dict unwise prediction with disconcerting speed. 
Another warning may be in order. In the last 
war, price-fixers had their lives made unhappy 
by men who believed they were trying to do 
too much. It should not be assumed that, in 
the future, the path to true happiness, whether 
for price-fixers or the public, will be found in 
reversing the earlier pattern, in being too soft 
and too late. Inflation is still a grievously 
damaging thing. The good public servant is 
still the one who resolves that there will be 
no compromise with the beast. 
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